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Abstract
We propose a theory of supervision with endogenous transaction costs.
A principal delegates part of his authority to a supervisor who can
acquire soft information about an agent’s productivity. If the supervisor
were risk-neutral, the principal would simply make the better informed
supervisor residual claimant for the hierarchy’s profit. Under risk-
aversion, the optimal contract trades-off the supervisor’s incentives to
reveal his information with an insurance motive. This contract can be
identified with the one obtained in a simple hard information model of
hierarchical collusion with exogenous transaction costs. Now,
transaction costs are endogenous and depend on the collusion stake,
the accuracy of the supervisory technology and the supervisor’s degree
of risk-aversion. We then discuss various implications of the model for
the design and management of organisations.
Keywords: Supervision; soft information; collusion; endogenous
transaction costs.
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up1 Ihku/ Jdfkwhu dqg Nlufkvwhljhu +4<<:, dujxh wkdw vhovkqhvv pd| ohdg wr uhvwulfwlrqv lq wkh vhw ri
lpsohphqwdeoh doorfdwlrqv lq d wzr wlhu sulqflsdo0djhqw prgho dqg wkdw suhihuhqfhv iru uhflsurflw| vkrxog
eh frqvlghuhg1 Urwhpehuj +4<<7, dqg Suhqghujdvw dqg Wrsho +4<<9, dqdo|}h dowuxlvp dqg idyrulwlvp lq
wkuhh0wlhu klhudufklhv exw gr qrw wdnh lqwr dffrxqw wkh rswlpdo rujdql}dwlrqdo uhvsrqvh wr wkh wkuhdw ri
wkhvh frooxvlrqv1
;Vhh Wluroh +4<<5, dqg Pduwlpruw +4<<:, iru vrph irupdo prghov ri wkhvh vhoi0hqiruflqj frooxvlyh
ehkdylruv zlwklq sxeolf ru sulydwh rujdql}dwlrqv1
<H{fhsw lq Ihool +4<<:, zkr prghov frooxvlrq xqghu dv|pphwulf lqirupdwlrq ehwzhhq d vxshuylvru dqg
klv djhqw lq d wkuhh0wlhu klhudufk|1
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